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EXECUTIVE SUMMARY

As Lebanon descends into financial collapse, answers
to crucial questions lie behind the shroud of banking
secrecy — the strict laws that keep account information
confidential. Are powerful citizens stashing illicit
wealth inside Lebanese banks?2 Which account holders
should take a progressive “haircut” after profiting
from Lebanon’s regulated Ponzi scheme? (See the first
instalment in this working paper series, “Extend and

Pretend: Lebanon'’s Financial House of Cards.”)

Banking secrecy also stands in the way of Lebanon
achieving fairer, progressive, and more sustainable
public finances, capable of reducing public debt and
driving investment. Alarmingly, estimates suggest that
Lebanon recovers less than half of its potential tax
revenue. This situation has come about mainly due to
the country’s dismally low top tax rate (20%), and the
government's failure to properly enforce and collect
progressive taxes, which citizens pay based on what

they can afford.

Alongside the government’s lax attitude to tax
compliance, banking secrecy helps many Lebanese
submit false tax returns, knowing that the Ministry
of Finance cannot directly audit their bank accounts.
The state has increasingly turned to more regressive
taxes (most notoriously, the proposed WhatsApp
tax), which disproportionately burden people with
lower incomes. The result is widening inequality and
social malaise — both evident drivers of the current

protest movement.

The only road around banking secrecy goes through
the Special Investigation Commission (SIC). An

unelected body, the SIC can force banks to reveal

account information about suspected financial crimes.
In reality, the SIC was established at the behest of
foreign governments — chiefly, the United States — to
combat money laundering. True to those origins, the
SIC is far more likely to lift banking secrecy for requests
from overseas. By contrast, it hardly ever compels
banks to hand over information to the Ministry of

Finance, Lebanon’s tax authority.

‘“Due to increased foreign scrutiny,

Lebanon has become a less attractive

place to covertly stash cash - yet

banking secrecy contfinues to hobble
state revenue.”

Due to increased foreign scrutiny, Lebanon has
become a less attractive place to covertly stash cash
- yet, banking secrecy continues to hobble state
revenue. Therefore, the time has come for Lebanon to
do away with the practice altogether. But taking down
banking secrecy all at once will likely do more harm
than good. Secrecy is one of the pillars of Lebanon’s
financial sector — removing it immediately would likely
result in more capital flight, which is the last thing

Lebanon needs at the moment.

Instead, Lebanon should pursue a staged dismantling
of the banking secrecy framework. First, confidentiality
protections should be lifted for all public officials and
civil servants, along with all parties who are awarded

state confracts.

Next, the reforms should allow financial investigators

to access the accounts of all Lebanese citizens,
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facilitating  stronger compliance with progressive
taxes. Then, non-resident account holders should also

lose their rights to banking secrecy.

“The SIC, body
empowered to lift banking secrecy for

Lebanon’s sole

certain suspected financial crimes, has

done virtually nothing to make Lebanese
taxpayers more accountable.”

For those final steps to take place, Lebanon’s banks
will need to stop relying on what — until recently -
were easy wins: providing tax haven services and
offering progressively higher interest rates. In other
words, Lebanese banks must start working harder
for their money, and for the Lebanese economy too.
Loans should go to high risk (but more productive)
sectors, and small businesses that sustain real
jobs and client bases for a healthier, more stable

financial industry.

BEIRUT CONFIDENTIAL

During the 1950s, Lebanon fully embraced its identity
as a free-wheeling, laissezfaire business hub for the
West Asia and North Africa region. The Banking
Secrecy Law of September 3, 1956 fitted neatly
with the zeitgeist of promoting business by reducing
government interference — it prohibited bank staff
from disclosing to authorities each account’s owner,
contents, and other related information.’

rationale was that customers would view

The

confidentiality as an incentive to deposit funds

in Lebanese banks. In turn, these deposits would
encourage further investment and bolster confidence

in Lebanese bank credit.

The law did attract an impressive inflow of domestic
and foreign capital — total deposits increased
by 467% between 1950 and 1961.2 This trend
continued, even at times of rampant social instability

— deposits actually increased during the Lebanese
Civil War (1975-1990).3

Conversely, banking secrecy’s harmful consequence
is that account holders face barely any scrutiny of
their financial dealings by global standards (see
Box 1). Under the original law, Lebanese banking
staff could only disclose account information if the
account holder gives written consent, is declared
bankrupt, or becomes a party to legal proceedings

involving the bank.

The government seemed to deal with the lack of
banking transparency by creating the Special
Investigation Commission (SIC) in 2001. But the
SIC, Lebanon's sole body empowered to lift banking
secrecy for certain suspected financial crimes, has
done virtually nothing to make Lebanese taxpayers

more accountable.

BOX 1:

the Financial Secrecy Index 2018, the Tax Justice

Lebanon is ranked 11th in the world on

Network’s (TJN) annual list of banking secrecy
jurisdictions. A non-profit organisation, TIN raises
awareness about different ways that countries
provide financial secrecy. The 2018 rankings place
Lebanon — with its powerful confidentiality laws —
between well-known tax havens Guernsey (10th)
and Panama (12th).
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THE SIC: LEBANON'’S PAPER TIGER

Established under Law No. 318/2001, the SIC is
central fo bringing the country’s banking sector into line
with infernational standards of financial transparency.®
The four-person commission — comprised of the BDL
Governor, the Banking Control Commission President,
a banking judge, and a professional (nominated by
the Banque du Liban (BDL) Governor and appointed
by the Council of Ministers)® — is unelected and has
deep ties to the banking sector. The original 2001
legislation covered suspected money-laundering
offences” — a priority issue for the United States, one

of Lebanon’s key geostrategic allies.

Ministry of Finance investigators must
the
SIC process,

navigate labyrinthine  formal
where they have a
proportionately low rate of success.
Last year, local petitioners brought just

seven fax cases before the SIC.

Over time, the SIC’s powers have increased to meet
international concerns about other alleged offences.
Following the 2007-08 global financial crisis, the United
States and several European countries started cracking
down on tax havens like Lebanon, which had long

allowed citizens to hide wealth and avoid paying tax.®

In response, Law No. 44/2015 empowered the SIC to
lift banking secrecy for suspected tax evasion, terrorism
financing, narcotics trading, and other finance-related
crimes. Theoretically, the new law created a mechanism
for better auditing of both Lebanese and non-lebanese

tax compliance.?

In practice, foreign investigators enjoy far more access
to banking information than Lebanese government
auditors do. Non-lebanese authorities benefit from
automatic data reporting about Lebanese accounts
under various agreements between the Ministry of
Finance and other countries. Alternatively, foreign
governments can bring proceedings to lift banking
secrecy through the SIC — a body favourably disposed
to cases originating overseas. On average, the SIC
granted 77% of foreign requests access to bank
information from 2016-18; the SIC approved just 34%
of local petitions during the same period.’®'"12 These
statistics are consistent with the SIC’s self-declared

role as “a platform for international cooperation.”!?

REQUESTS GRANTED BY SIC 2016-201 8 (averace)

LOCAL PETITIONS

34%

GRANTED

FOREIGN PETITIONS

77%

GRANTED
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The same system has proven woefully inadequate for
supporting investigations info evasion of Lebanese
taxes. The Income Tax Law requires that all people
in Lebanon provide requested information to Ministry
of Finance staff conducting income assessments,
but makes banking secrecy an exception to that
obligation.' By regulation, banks are meant to report
suspicious tax conduct by Lebanese citizens to the SIC,
which can then decide fo lift banking secrecy and refer

the case to the public prosecutor.

However, banks do not report suspected Lebanese tax
cheats as often as they should, according to sources
with knowledge of the SIC's inner workings. That
means Ministry of Finance investigators must navigate
the labyrinthine formal SIC process (see Box 2), where
they have a proportionately low rate of success: last
year, local petitioners brought just seven tax evasion

cases before the SIC.'5

BOX 2: To access banking information of
possible tax cheats, government auditors must
first apply to the SIC. If the SIC suspects tax
evasion, it can then hand over some, or all, of
the information to the public prosecutor. Finally,
if the prosecutor also believes there are serious
grounds, it can use the information to support a

tax evasion case (See Diagram).

BANKING SECRECY: YESTERDAY’S HERO

If Lebanon is to ever climb out of its debt hole, the
government will need to collect as much tax revenue as
reasonably possible; but it cannot do that with banking

secrecy in its current form. By preventing financial

accountability, banking secrecy hinders the imposition
of a fairer, more progressive tax system — one that
would help Lebanon achieve its full, sustainable tax
potential. Over the past decade, Lebanon’s tax
revenue has ranged from 13-16% of national GDP.'¢
This proportion is a massive drop from the average of
24% collected in other middle-income countries'” — an

average that Lebanon could exceed.

In fact, an IMF working paper estimates that Lebanon
could increase its revenue-to-GDP ratio to as much as
34%,'® or $18.2 billion based on last year's figures. '
That amount is more than triple the $5.6 billion
allocated to improving the electricity sector under the
CEDRE Capital Investment Programme.?° In a country
where the richest 1% control 45% of the country’s
wealth,?! a steeper progressive income tax range for
high earners would prove very lucrative. Of course,
that would also mean raising the current top tax rates

from a mere 20%.22

The catch with progressive taxes is that they require a
strong government tax authority, capable of piercing
the veil of banking secrecy to ensure tax compliance.
Denmark, which achieves about 90% of its tax
potential, collects progressive taxes with strong and

direct investigative powers (see Diagram).

Meanwhile, Lebanon recovers just 49% of its tax
potential, not least because Lebanese tax residents
have had little to fear from government auditors. Each
year, the Ministry of Finance fails to collect around
$3 to $4 billion in taxes,?® according to the Institute
of International Finance.? Lebanese companies
reportedly avoided paying more than onethird of
the total corporate tax amount owed for 2017.2°

Different factors contribute to Lebanon’s lack of tax
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accountability — endemic corruption, the widespread
use of fraudulent accounting (sometimes referred to
as “double book-keeping”), and the thriving cash
economy. Nonetheless, banking secrecy creates a
firewall between government auditors and citizens,

allowing too many to avoid paying their fair share.

“Banking secrecy creates
a firewall between government
aquditors and citizens,
allowing foo many fo avoid
paying their fair share.”

Transparency issues aside, banking secrecy has
lost much of its commercial lustre since the global
crackdown on tax havens. Already, Lebanese banks
are handing over information about foreign account

holders from several key countries.

Since 2014, Lebanese banks have taken steps to
comply with the Foreign Account Tax Compliance
Act (FATCA), a U.S. law that requires foreign banks
to provide information to American tax investigators.
Lebanese banks now insist that American customers

waive their right to secrecy, allowing for compliance

with FATCA.

Lebanon also participates in schemes like the OECD's
Automatic Exchange of Information programme (AEQ),
under which countries share banking information.
These agreements cover nations with large Lebanese
expatriate communities like Brazil, France, the United
Arab Emirates, Saudi Arabia, the United Kingdom,
Canada, and Australia.?¢?” With these developments,

Lebanon has become a less attractive place to covertly

stash cash — yet banking secrecy continues to hobble

state revenue.

RECOMMENDATIONS

The current uprising has ushered in a time for bold
financial ideas and, perhaps, the political will to
implement them. Given this opportunity and the
ongoing financial collapse, Lebanon must take steps to
improve tax collection — and one of those steps should
be removing banking secrecy. Despite this, a sudden,
sweeping repeal could cause foreign customers to
withdraw their money en masse, heaping more pain
on Lebanon’s embattled banks. With the country
already reeling from the debt crisis, the most pragmatic

solution is an incremental fade out of banking secrecy.

At the same time, multi-staged reforms would give
some breathing space for Lebanon’s banking sector
to develop new financial services, following years
of specialising in high-interest lending and tax haven
services.?® Lebanon’s government and central bank
could lend support to training courses in more productive
work streams, such as microfinancing. What is more,
banks could work on bringing the 50% of unbanked
Lebanese adults into the banking sector, rather than
relying on public debt to drive up profits while public

finances buckle under mountains of debt.2?

Ideally, the reforms will take place in three acts.
Act | should be to lift banking secrecy for all public
officials, civil servants, and parties to state contracts.
If any future government even aspires to fulfil the
demands of protesters, this reform should act
retrospectively, allowing the authorities to uncover

any illicit wealth held in Lebanese banks. These
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powers could also assist investigations into high net-
worth individuals who have profited over years from
financial engineering and high interest rates, and

therefore should receive a progressive ‘haircut.’

Act Il must focus on removing banking secrecy
protections for all account holders eligible to pay
tax in Lebanon. The parliament should amend the
Income Tax Law (and any other progressive tax
legislation) to empower the Ministry of Finance to
access the bank information of Lebanese taxpayers
directly. This reform would bring government
auditing powers more into line with jurisdictions
like Denmark (see Diagram), where tax authorities
achieve very high levels of citizen compliance with

progressive tax requirements.%°

“The future of Lebanon’s
offshore banking sector (could be tied)
fo deposifs originafing
from countries with less political clout -
often in the Global South.”

The existing reporting process, under which Lebanese
banks can refer suspected tax evasion to the SIC,
has not worked. For this reason, Lebanon should
eventually do away with the SIC and allow direct
cooperation between banks, the authorities, and the
judicial system. The government can further support
the legitimate exchange of auditing information by
partially repealing the Banking Secrecy Law, allowing
bank staff to share concerns about Lebanese tax
evasion without fear of prosecution. Employees would

also need the protection of long-awaited whistle-

blower legislation that still gathers dust in the drawers

of Lebanon’s parliament.

Ultimately, in Act lll, Lebanon should remove banking
secrecy protections for non-resident account holders as
well. Powerful OECD countries have already muscled
info the Lebanese bank accounts of their citizens. This
could tie the future of Lebanon’s offshore banking
sector more to deposits originating from countries with

less political clout — often located in the Global South.

Lebanon has a moral responsibility not to facilitate tax
dodging from any country —rich, poor, or in between.
That is because Lebanon’s recovery from the current
debt crisis will almost certainly rely on international

trust and goodwill.

To restore the nation’s credibility, Lebanon should
wean itself off being one of the world’s glorified
safety deposit boxes. At last, banking secrecy has
blundered into its final act — now Lebanon needs to

shunt it offstage.

EDITOR’S NOTES:

The Ministry of Finance did not respond to a request
for comment on the reason for bringing so few tax

evasion proceedings before the SIC.

This paper is the second edition of the Working
Paper Series entitled “WHO WILL FOOT THE BILL,”
made possible by the economists, researchers,
journalists, and academics who anonymously

contributed to this policy paper.
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